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TANK SERVI CE, | MC
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Appear ances:

For Appel | ant: Frank C. Scott, Certified Public
Account ant

For Respondent: Israel Rogers, Assistant Counsel

OPI NI ON

This appeal is made pursuant to Section 25667 ofthe Revenue
and Taxation Code from the action of the Franchise Tax Board on
the protests of Lelta Cesspool and Septic Tank Service, Inc., to
proposed assessnents of additional franchise tax in the anounts
of $156, $156, $263.86, $144.91 and $33.60 for the taxable years
1953,” 1954, 1955, 1956 and 1956, respectively, based upon incone
for the years 1953, 1954 and 1955.

The question presented is whether certain anmpunts paid to,
or on behal f of, Appellant's sole stockhol der should be allowed
as deductions for business expenses within former Section 2412la
of the Revenue and Taxation Code and present Section 24343,
Section 24121a included the follow ng expenses as deductibl e:

Al'l the ordinary and necessary expenses paid or
incurred during the inconme year in carrying on
busi ness, including a reasonable allowance for
salaries or other conpensation for personal
services actually rendered . . . .

Section 24343 contains simlar |anguage.

_ Appellant, a California corporation with only nomnal

I nvested capital, was engaged in servicing cesspool and septic
tanks.  The only books kept wererecords of cash receipts and

di sbursements, records of anounts payable by custoners and certain
payrol | records.

pel lant never paid a formal dividend. Its president and
sol e sharehol der, Perry 0. Warthan, devoted his full time to the
busi ness and al so allowed Appellant use of his equipnment and
machi nery.  lPianagement Was SO eIK conducted by him No directors
or stockhol ders* neetings were held at which his conpensation was
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fixed or at which rent was established for the equipnment.

Warthan received $50 a week plus a bonus at the end of each year.
Viartkan al so withdrew funds from Appellant to pay his personal
expenses and Appellant also directly paid sone of Warthan's
personal expenses.

_ un its franchise tax returns, Appellant deducted as
officer's salary $9,900, $16,000 and $14,000 for the income years
1953, 1954 and 1955, respectively. Respondent Franchise Tax
Board al |l owed all these amounts except $1,320.47 of the deduction
claimed for the year 19¢4. This sum was disallowed on the ground
that it was not paid. Al so disallowed were certain other itens
claimed on Appellant's franchise tax returns as attorney fees,

I nterest expense, taxes and |icenses, and other m scellaneous
expenses. hese itens wereactual |y personal expenses of Warthan,
now al | eged bg Appel | ant to represent additional deductible com
pensation.  These amounts were some or all of the wthdrawals

and direct payments for Warthan's personal expenses to which
reference was ‘made above. Respondent has treated the disallowed
items as in the nature of dividends to Warthan.

Respondent maintains that the disallowed paynents were not
actual ly intended as, and therefore did not actually constitute,
conpensation for services rendered. Respondent asserts that only
thehannunts deducted as salary on the returns were Intended as
such.

Appel | ant disagrees, urging that the only question shoul d
be whether the ampunt clainmed is a reasonzble anmount of compensa-
tion for Warthan's Services.

I ncome tax deduction is a matter of legislative grace and
the burden of clearly showing the right to the clained deduction
i s inposed upon the aﬁfa er. (Interstate Transit Lines v,

Conmi ssioner , 319 U.S. 590 [87 L.7Ed. I60/1, Depuiy v. DupPont,

US 148"84 L. Ed. LJAl, New Col onial |cé Co. v. Helvering,
292 U.'S. 435 [78 L. Ed. 1348} Tississippi R ver Fuel COTp. V.
Koehler, 266 F.2d 190, cert. denred, 361 U S. 827 [4 L. Ed. 20
707.)

_ The deduction on Appellant's returns of certain amounts as
officer's salary, while deducting other aounts under other head-
ings on the returns, indicates that only amounts deducted as
salary were intended to be conpensation for Warthan's personal
services. The corporation books do not |end Appeliant any evi-
dentiary suRport. In fact, no corporate action of Appellant
evi dences that paynment by Appellant of anpunts in excess of that
clainmed as salary_on the returns was payment of compensation.
The corporate action as to the excess was just as consistent wth
p?yne?%s of amounts in the nature of dividends or in the nature
of "gifts.
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In a substantially similer Situation the United States
Board of Tax Appeals refused to allow the deduction clainmed bv a

t axpayy _ppeal of Bonner Springs Lodge and Sanitarium.Co.':,
JRLAM AR See also, ChalTenge Fanufacturing Co., 37 T.C.
No. 65; King, Quirk & Co.,” I'Co iiemo ., Dkt. No. /2395, Sept. 2%

1961.) Furthermore. I N Zenith Sportswear Co., 28 T.C. 455,
taxpayer clained a refund based on a deduction for salary

allrgedly paid to a retiring stockholder. The taxpayer did not
accrue-on its books or claimon its return any salary for the
stockhol der for the taxable year in question.  The court concl uded
that the parties never intended a salary payment because it was
not accrued on the corporate books and never paid as salary.

_ At the hearing Appellant argued that the case of Commis-
sionar v. R J. Reynolds Tobacco Co., 260 F.2d 9, is authority
for the proposition that the desrgnation made by the corporation
of the nature of the payment iS immaterial. The court there
stated that "Those payments which were intended to and did in
fact conpensate for Services actually rendered are deductibl e,
the rest are not." |n that case, sometimes the Board resol utions
referred to the payment as conpensation and the record otherw se
i ndi cated-that an enployee-incentive conpensation plan was in-
volved. %his is indicated in the findings and opinion of the
|l ower court, T. C. Neno., Dkt. No. 45432, July 6,195. On the
other hand, in Appellant's case there is no evidence to establish
that any payments exceeding the salary deducted on the returns
was i ntended as compensation fOr services.

_ A question remains with respect to the amount of $1,320.47
whi ch was disal |l owed by Respondent for the income year 1954 on
the Pround that it was not paid. Since the total of the items
disall owed for that year as having been Pald to Wartkan or on his
behal f substantially exceeded $1,320.47, the latter amount was
necessarily also paid to himor on his behal f.  According to
Respondent™s own argument, Appellant intended the sum of 516,000
as conpensation to Warthan for 1954, and Respondent concedes that
such anmount is reasonable conpensation. |n our opinion the entire
$16, 000, |ncIud|n% the questioned sum of $1,320.47, i s deductible
fromincome for the year 1954.

In the course of its argument, Appellant has intimated
that some deduction should be allowed for rental of its share-
hol der's equipnent. W cannot do this, however, since there is
no evidence of any intent to pay rent in addition to"the anpunts
paid as salary.

W conclude that, except for the anpunt of $1,320.47

related to the incone year 1954, all of the deductions in question
were properly disallowed,
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- wme e - ——

Pursuant to the views expressed in the opinion of the

Boerd On file in this proceeding, and good cause appearing
therefor,

- I T IS HEREBY ORLERED, aDJULGED AlD LECKLED, pursuant to
Section 25¢67 of the Revenue and Taxation Code, that the action
of the Franchise Tax Board on the protests of Lelta Cesspool and
Septic Tank service, Inc., to proposed assessments of additional
franchise tax in the anounts of 156, %156, $263.86, $144.91 and
$33.60 for the taxable years 1953, 1954,” 1955, 195 and 1956,
respectively, be nmodifiéed by allow nf a salary deduction of
$16,000 fromincome for the year 1954, in accordance with the

opinion on file herein. In"all other respects the action of the
Franchi se Tax Board is sustained.

) Done at Sacranento, California, this 19th day of & arch,
1663, by the State Board of Equalization.

John W. Lynch , Chai rman
0. R Reilly , Member
Paul R Leake , Menber

Ri chard Nevins , Member
, Menber

ATTEST: Lixwell L. Pierce , Secretary
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